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United States 

General Accounting Office 

Washington, D.C. 20548 



Comptroller General 
of the United States 

B-204708 

July 2, 1986 

To the President of the Senate and the 
Speaker of the House of Representatives 

This report discusses the financing of guarantee agencies under the Department of 
Education's Guaranteed Student Loan Program. The m^jor issue in the report is our 
finding that reserves exceed the risks guarantee agencies are asked to assume, at the 
expense of the federal government and student borrowers. The report expands on 
our June 20, 1985, testimony on the topic before the Subcommittee on Post- 
secondary Education, House Committee on Education and Labor. 

We are making recommendations to the Congress and the Secretary of Education 
concerning (1) the establishment of limits on the guarantee agencies' buildup of cash 
reserves, (2) a reduction in agencies' sources of revenues to stay within these limits, 
and (3) the prevention of using nonfederal funds generated by the program for other 
than program purposes. 

The Consolidated Omnibus Budget Reconciliation Act of 1985 (Public Law 99-272, 
Apr. 7, 1986) requires the Department of Education to recall $75 million in federal 
advances from guarantee agencies during fiscal year 1988, based on each agency's 
"solvency and maturity" as determined by the Comptroller General. We currently 
are preparing a report to ;he Chairman, Subcommittee on Postsecondary Education, 
which will contain our suggested guidelines that the Department could use to (1) 
establish adequate reserve levels for guarantee agencies and (2) allow the recall of 
federal advances, as required, from such agencies. 

We are sending copies of this report to the Secretary of Education; the Director, 
Office of Management and Budget; the appropriate congressional committees; each 
guarantee agency; and other interested parties. 




Charles A. Bowsher 
Comptroller General 
of the United States 
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Executive Summary 



Since 1965, the Guaranteed Student Loan Program has provided more 
than $59 billion in loans. Total loan volume during fiscal year 1985 was 
$8.9 billion, with federal appropriations of $3.8 billion. Administered by 
the Department off Education under the Higher Education Act of 1965, 
the program is scheduled for reauthorization in fiscal year 1986. A key 
issue has been the size of reserves held by the guarantee agencies that 
administer tihis program at the state level. 

The objective of gao's review was to determine whether, in the aggre- 
gate, guarantee agencies were accumulating, retaining, and using 
reserve funds in accordance with legislative requirements and federal 
regulations. This review was not designed to address the reserve funds 
needed on an agency-by-agency basis. 



Under current program regulations, students obtain loans directly from 
lenders. Loam are insured by a state or private, nonprofit guarantee 
agency and in turn reinsured by the Department of Education. If the 
student fails to repay (defaults), the guarantee agency reimburses the 
lender, and the Department in turn reimburses the agency. 

Guarantee agencies fund their operations from various sources; how- 
ever, the two primary sources are the student borrower and the federal 
government. In addition to being reimbursed for lender claims and 
retaining a portion of any collections, agencies are reimbursed for their 
administrative costs. Most agencies also hold interest-free federal 
advances, which are provided to strengthen reserves and help pay 
claims. They also may charge borrowers insurance premiums and earn 
interest on invested reserve funds. Under the program, "reserves" rep- 
resent the cumulative surplus of funds generated by the agencies and 
held against contingencies. 



Results in Brief Neither the authorizing legislation, program regulations, nor operating 

agreements between the Department and each agency specify how much 
an agency should maintain in reserve. Since agencies typically have 
more income than expenses, the result has been a steady buildup of 
reserves to almost $1 billion, which, in gao's opinion, is much larger 
than necessary to operate the program. The problem with this situation 
is that most agency funds come from either the federal government or 
the student borrower (in the form of insurance premiums). Thus, the 
buildup of reserves unnecessarily increases costs to the government or 
the student. 
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Principal Findings 



In the absence of specific criteria, guarantee agencies decide for them- 
selves what levels of reserve funds they need. In total, the agencies have 
accumulated reserves greater than the risks they are asked to assume. 
These risks are that (1) some lender claims and some operating costs 
may exceed reimbursements by the Department of Education and (2) 
some agencies may have to wait for reimbursements from the Depart- 
ment. During fiscal year 1985, the agencies incurred losses of $196.5 
million on claims and operating costs but, due to other revenues, had a 
net operating surplus of $34 million. The net amount owed the agencies 
by the Department increased by $84.6 million during the fiscal year. 
But, overall, cash flow was not a problem because the agencies ended 
the year with $741 million in cash reserves. 

While guarantee agencies need reserves, gao believes the amount held 
should be related to the risks to which the agencies are exposed. 



Reserves Continue to Grow Since most expenses are reimbursed and agencies continue to generate 

excess funds through their operations, reserves continue to build. 
Although the amount of reserves varies considerably among the agen- 
cies, total reserves (including amounts owed the agencies by the Depart- 
ment) at the end of fiscal year 1985 were $986 million, an increase of 53 
percent over fiscal year 1983. 

Having taken the position that reserves are too high, the Department of 
Education has sought legislative action in its 1985 and 1986 budget 
requests to reduce certain sources of funds available to the guarantee 
agencies, including the return of all federal advances, which were $156 
million as of April 1986. The Congress has not passed this legislation. In 
the Consolidated Omnibus Budget Reconciliation Act of 1985 (Public 
Law 99-272, Apr. 7, 1986), however, the Congress did require the Secre- 
tary of Education to recall $75 million in federal advances from the 
guarantee agencies during fiscal year 1988. 

The Reconciliation Act requires a one-time payback, gao believes that a 
more permanent solution is to amend the Higher Education Act so the 
recall of advances is done considering each agency's need for reserves in 
relation to its level of risk. Such action could result in some advances 
being returned in fiscal year 1987 and would eventually result in all 
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unnecded advances being returned. It would also curtail further reserve 
growth with consequent savings to the federal government. 



According to the Department, program regulations do not preclude a 
guarantee agency from using its reserves for purposes outside the pro- 
gram once the agency has repaid its federal advances, gao found that 
three state agencies had spent about $25.4 million of their reserves for 
nonprogram purposes, such as a state grant program. How extensive 
this practice is nationwide is unknown, since such a determination was 
beyond the scope of gao's review. In rules proposed in September 1985, 
but not issued in final form as of May 31, 1986, the Department would 
prevent the use of reserves for nonprogram purposes, regardless of 
whether federal advances are returned. 



Recommendations GA0 ^ ommends that the Congress amend the Higher Education Act to 

• require the Secretary of Education to establish criteria for the appro- 
priate levels of reserves for guarantee agencies and to recall all federal 
advances not needed to maintain such levels and 

• restrict the future growth of agency reserves beyond the established 
levels by reducing federal subsidies and/or student costs. 

gao also recommends that the Secretary publish final regulations 
preventing the use of reserve funds for nonprogram purposes. 



The Department of Education generally agreed with gao's recommenda- 
tions, although it said setting adequate levels for reserves should await 
reauthorization of the Higher Education Act. The Department also cited 
its earlier proposals to recall all federal advances retained by guarantee 
agencies as a short-term means of recapturing advances without han- 
dling the complex problem of determining needed reserves agency by 
agency. 

gao believes that, given the potential to substantially reduce federal 
costs, the Department should be given the authority to establish reserve 
limits as soon as possible. In response to the Reconciliation Act, gao has 
begun analyzing agency reserves to develop guidelines for setting ade- 
quate reserve levels (as well as a methodology for doing so). These 
guidelines will be available shortly and could then be adjusted to take 
into account any future changes in law or regulation. As noted, any 
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recall of advances should consider each agency's need for reserves in 
relation to its level of risk. 

The Department also said that it is planning to issue final regulations in 
the near future to prevent nonprogram use of nonfederal funds gener- 
ated by the program. 
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Introduction 



The Guaranteed Student Loan Program is the largest federal program 
providing financial assistance to students seeking a postsecondary edu- 
cation. Under this program, various lenders — such as commercial 
banks, savings and loan associations, and even state agencies — make 
low-interest loans to students under the protection of guarantees issued 
by state or private, nonprofit agencies, with reinsurance by the Depart- 
ment of Education. 

Through the end of fiscal year 1985, the program had provided more 
than $59 billion in student loans. During fiscal year 1985 alone, 3.8 mil- 
lion students received $8.9 billion under the program. 



Student Financial Aid student aid is provided through a myriad of loan, grant, and work study 

programs drawing their funding from federal, state, and other sources. 
The largest source is the federal government. During school year 1984- 
85, at least 4 of every 10 postsecondary students benefited from these 
federal programs, and at least 1 of every 3 dollars spent by students for 
their education resulted from federal aid. 

In recent years, most federal aid was provided by the Department of 
Education, which administers six student aid programs under title IV of 
the Higher Education Act of 1965, as amended (20 U.S.C. 1071). These 
programs are Pell Grants (formerly Basic Educational Opportunity 
Grants), Supplemental Educational Opportunity Grants, College Work- 
Study, National Direct Student Loans, State Student Incentive Grants, 
and Guaranteed Student Loans. During 1984-85, these programs pro- 
vided an estimated $14.7 billion in student aid. Federal appropriations 
for these six programs for fiscal year 1985 totaled an estimated $7.5 
billion. 



The Guaranteed This is thc - ar 8 est federal student aid program, providing $8.9 billion in 

QtnHont T y^on Prnrfrom student loans and accounting for more than half of the federal student 
Diuuent ijOdn rrogram aid during school year 1984-85. Originally intended to provide educa- 
tional funds for students from low- and middle-income families, the pro- 
gram has changed considerably since 1965. In 1978, for example, the 
Congress made the program available to any qualifying student regard- 
less of income. Due to the rapidly escalating demand for loans, however, 
the program was changed again in 1981 to require a needs test for stu- 
dents from higher income families. 
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The demand for loans increased dramatically during the period loans 
were available to all students. In fiscal year 1978, loan volume was 
almost $2.0 billion. By fiscal year 1981, the loan volume was over $7.8 
billion, an increase of about 300 percent. Loan volume remains high, 
with an average annual volume over the past 4 years of $7.4 billion. 

Currently, all new loans under the program are guaranteed by 58 state 
or private, nonprofit guarantee agencies 1 with reinsurance by the 
Department of Education. Previously, loans were also made under the 
Federally Insured Student Loan Program (fislp) for students who did 
not have adequate access to guarantee agency loans. No new fislp loans 
were made after July 1984; however, there is a large volume of such 
loans outstanding from previous years. 

The current program is actually two programs. In addition to the "reg- 
ular" program, responsible for 94.2 percent of the loan volume in fiscal 
year 1985, the Auxiliary Loans to Assist Students Program 2 assists stu- 
dents and parents of students who do not meet the income requirements 
of the regular program. Except where noted, this report concerns the 
regular program. 



Role of Program The program involves five separate parties, each having specific duties 

Participants 311(1 responsibilities. The parties are the lender, the student borrower, 

the student's institution of higher education, the guarantee agency, and 
the Department of Education. Figure 1.1, although oversimplified, 
shows the basic relationships among these entities: 



In total, 47 organizations serve as the guarantee agencies for 68 separate reporting units under the 
program. The number of guarantee agencies differs from the number of reporting units because two 
large nonprofit agencies serve as the designated guarantor for more than one state. 

formerly the Parent Loans for Undergraduate Students Program. 
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Figure 1.1: Responsibilities of Participants in the Guaranteed Student Loan Program 
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The student borrower initiates the loan process. The student provides 
basic data to the school by which eligibility may be determined, applies 
to a lender for the loan, maintains student status, arranges for repay- 
ment, and actually repays the loan as it becomes due. 

Lenders under the program include commercial banks, savings and loan 
associations, credit unions, life insurance companies, and state agencies. 
The lender makes the loan and, under the guarantee provisions, must 
exercise due diligence in making, servicing, and collecting it. This 
requires adherence not only to the law and program regulations, but also 
to any requirements established by the guarantee agency. Lenders gen- 
erally bill the Department of Education directly for interest and special 
allowance; however, they file default claims with the guarantee agency. 

The school confirms the student's original and continuing eligibility. In 
determining original eligibility, the school verifies that the student (1) 
meets either the income or needs-test requirements and (2) is not 
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receiving an overaward when other aid received by the student is con- 
sidered. The school also may be required by the lender or guarantee 
agency to verify that the borrower is still in school. 

The guarantee agency is responsible for administering the program 
within the state, encouraging program participation, and verifying that 
lenders exercise due diligence on all claims filed under the guarantee 
provisions. The agency also issues guarantees on qualifying loans. When 
a borrower fails to repay the loan due to death, disability, bankruptcy, 
or default, the guarantee agency pays the lender's claim. The agency 
also collects insurance premiums from lenders and attempts to collect, 
directly from the borrowers, loans on which the agency has paid default 
claims. The guarantee agency has broad authority for setting require- 
ments for its lenders, including standards for due diligence. 

The Department of Education has the authority for administering the 
program. This includes establishing program guidelines; approving the 
participation of lenders, guarantee agencies, and schools; and overseeing 
the operations of guarantee agencies and lenders. The Department 
makes interest and special allowance payments directly to lenders and 
makes reinsurance payments to guarantee agencies after they pay 
lender claims. It also reimburses the agencies for a portion of their 
administrative costs and provides advances to help strengthen reserves 
and pay lenders' claims. To partially offset program costs, the Depart- 
ment collects (1) origination fees collected by lenders and (2) a portion 
of guarantee agencies' defaulted loan collections. 



Funding and Loan Volume While funds loaned to students come from nonfederal sources (e.g., com- 
mercial banks), federal appropriations nonetheless support the program. 
In fiscal year 1985, total federal costs under the program were $4.1 bil- 
lion, most of which was funded through federal appropriations of $3.8 
billion. Some of the costs were funded by revenues from the program, 
including an origination fee on each loan and a portion of collections on 
defaulted loans. 

Federal outlays under the program include payments to both lenders 
and guarantee agencies. Payments to lenders consist of interest and spe- 
cial allowance. Payments to guarantee agencies consist of reinsurance, 
reimbursement for administrative costs, and advances to help 
strengthen reserves and pay insurance claims. 
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Table 1.1 compares the amounts appropriated under the program with 
actual loan volume since the program began. 



Table 1.1: Program Funding 



Dollars in millions 








Loan volume 




Fiscal year 


Federal 
appropriations 


FISLP 


UUOI.III.V 

agency 


Total 


1972 and prior 


$614 


$1,830 


$2,689 


$4,519 


1973 


292 


655 


516 


1,171 


1974 


399 


612 


528 


1,140 


1975 


580 


661 


637 


1,298 


1976 


808 


740 


1,088 


1.828 


1977 


357 


500 


1,037 


1,537 


1978 


480 


473 


1,485 


1,958 


1979 


958 


541 


2,443 


2,984 


1980 


1,609 


504 


4,336 


4,840 


1981 


2,535* 


427 


7,397* 


7,824 


1982 


3,074* 


234 


6,004* 


6,238 


1983 


3,101" 


134 


6,794* 


6,928 


1984 


2,257* 


41 


7,875* 


7,916 


1985 


3,800* 


0 


8.884* 


8,884 


Total 


$20,864 


$7,352 


$51,713 


$59,065 



"Includes Auxiliary Loans to Assist Students. 

Loan volume increased substantially in recent years. One reason is the 
increase in the number of students receiving loans. In 1977, for example, 
973,000 loans were made. In 1981, 3.5 million students— nearly four 
times the 1977 level— received loans. Since 1981 , the number of loans 
has averaged over 3 million per year, including an estimated 3.8 million 
in fiscal year 1985. 

Another factor influencing the increase in overall loan volume is the 
steady increase in the average amount of a loan. In 1973, for example, 
the average loan amount was $1,137. By 1985, the average loan had 
increased to $2,324 — more than double the 1973 average. 



Role of the Guarantee 
Agency 



The guarantee agency is the "middleman" of the Guaranteed Student 
Loan Program, serving as the link between the Department of Education 
and the lender and administering the program at the state and local 
levels. In essence, the guarantee agency carries out the same guarantor 
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functions that the Department of Education performed under fislp. A 
listing of current guarantee agencies is included in appendix I. 



Agency Functions AU guarantee agencies perform certain key functions as required by law 

and regulation. The agency (1) insures loans made by lenders, (2) pays 
lender claims when borrowers fail to repay, (3) attempts to collect 
defaulted loans on which it has paid claims, and (4) promotes lender 
participation. In carrying out these functions, the guarantee agency per- 
forms numerous related tasks, such as providing assistance to lenders 
trying to collect loans about to go into default (called preclaims assis- 
tance), verifying lender due diligence on claims paid, and determining 
the continuing eligibility of borrowers not yet in repayment. The agency 
works with lenders, students, and schools and may contract with other 
organizations to perform its duties. 

The guarantee agency may perform other functions related to the pro- 
gram. Such functions include providing technical assistance and training 
programs for lenders and schools, monitoring the compliance of lenders 
and schools with program procedures, and preparing billings to the 
Department of Education for their lenders' interest and special allow- 
ance payments. 

While agencies perform similar functions, there is no "typical" guar- 
antee agency since each has considerable leeway in deciding how it will 
operate. The Department of Education requires that guarantee agencies 
conform to the requirements in its program regulations; however, these 
regulations are very broad. As an example, the Department allows each 
guarantee agency to accumulate reserves for various purposes but does 
not stipulate how large these reserves should be. Thus, agencies have 
broad discretion in setting their own policies. 



Sources and Uses of Funds The funds available to guarantee agencies are a mixture of federal, 

state, private, and agency-generated funds. Specifically, the funds come 
from state appropriations, federal advances, federal administrative cost 
allowances, insurance premiums, federal reinsurance payments, collec- 
tions, investments, and other sources. These sources of funds, which are 
often tied to specific restrictions or eligibility requirements with which 
the agency must comply, are described in appendix II. 

A guarantee agency's uses of funds can be subdivided into four broad 
categories: paying lender claims, paying operating expenses, remitting 
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portions of collections to the Department of Education, and other uses. 
These are described in appendix II. 

To maintain an adequate level of working capital and to cover costs not 
reimbursed, guarantee agencies maintain reserves. In essence, reserves 
consist of the funds accumulated by an agency when its sources exceed 
its uses. Agencies are reimbursed for most of their expenses and tend to 
build sizable reserves. 

Statistics on the sources, uses, and reserves for each guarantee agency 
are included in appendix III. In appendix IV, these statistics are shown 
in total for each source and use of funds. 



The objective of this review was to determine whether guarantee agen- 
cies, in aggregate, were accumulating, retaining, and using reserve funds 
in accordance with legislative requirements and federal regulations. In 
accomplishing this objective, we developed background information 
related to the agencies' organization, operations, and funding. 

We chose five agencies for our work. These included three state agen- 
cies — Georgia, Illinois, and Pennsylvania — and the two nationwide, pri- 
vate, nonprofit guarantee agencies— the Higher Education Assistance 
Foundation and United Student Aid Funds. 

We chose the three state agencies because they (1) were established 
agencies, with much experience in the program and personnel familiar 
with various aspects of the program and its history; (2) performed most 
of the internal functions related to insuring loans on their own rather 
than using contractors; (3) were diverse concerning their relationships 
to other agencies operating as lenders, secondary markets, or servicing 
organizations; (4) were among the leaders in reserve volume; (5) pro- 
vided a geographical mix; and (6) were located in different Department 
of Education regions. We chose the two private, nonprofit agencies 
because they were the only such agencies operating on a national basis 
at the time of our review, and they functioned as the designated guar- 
antee agencies in seven states, four territories, and the District of 
Columbia. 

At each agency visited, we identified and analyzed its controls over its 
reserve funds. This required (1) determining how the agency was organ- 
ized and administered its loan insurance program within its designated 
location, (2) reviewing the flow of funds through the agency's program 



Objective, Scope, and 
Methodology 
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to insure that funds were obtained and used in accordance with the law 
and regulations, and (3) determining what policies support the agency's 
development and use of reserve funds. 

We accomplished our work at the guarantee agencies visited through a 
review of agency records, particularly those financial records sup- 
porting their quarterly reports to the Department of Education, and dis- 
cussions with key agency officials. To insure the accuracy of our work, 
we traced the information to source documents and discussed our find- 
ings with officials of each agency. 

In addition to these on-site reviews, we contacted officials of guarantee 
agencies in California, Connecticut, Iowa, Massachusetts, New York, 
Oregon, and Texas to discuss issues raised during our fieldwork. We 
chose these agencies because (1) they are among the larger agencies par- 
ticipating in the program and (2) we believed they could provide addi- 
tional insights on problems encountered by agencies in establishing loan 
insurance programs, building reserves, and administering program 
funds. 

We also performed work at Department of Education headquarters in 
Washington, D.C., and obtained information from its regional offices in 
Atlanta, Chicago, and Philadelphia. At headquarters, we accumulated 
statistics on the operations of each guarantee agency in the program, 
obtained copies of agreements and operating procedures, and reviewed 
the Department's most recent lender review reports available for the 
agencies visited. We held discussions with Department officials familiar 
with program policy, administration, and its lender reviews. Also, we 
discussed the results of our work at the agencies visited with Depart- 
ment officials. 

We reviewed the program legislation and regulations and the operating 
agreements between the Department of Education and the guarantee 
agencies. We also reviewed the legislative history concerning the major 
changes in the program since its inception, with particular emphasis on 
the changes affecting guarantee agencies. 

We coordinated our work with that of the Department of Education's 
Office of Inspector General (oig), which has conducted a number of pro- 
gram reviews. We obtained information from oig reviews involving the 
agencies in Connecticut, Florida, Georgia, Idaho, Louisiana, Massachu- 
setts, New York, Oregon, Pennsylvania, Rhode Island, Tennessee, and 
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Wisconsin, as well as United Student Aid Funds. We also held discus- 
sions related to our specific findings with oig officials. 

We reviewed reports on the program issued by the National Commission 
on Student Financial Assistance, a special commission authorized by the 
Education Amendments of 1980 to review specific policy issues related 
to the title IV student aid programs. The Commission's July 1982 report 
on insurance premiums was particularly useful in our analysis of the 
sources and uses of guarantee agency funds and our preparation of 
appendix II. 

We visited the agencies included in our review between November 1983 
and July 1984. We performed follow-up work at the agencies and the 
Department of Education to reconcile specific questions raised during 
our site work. In most cases, our data are based on statistics for fiscal 
year 1985, the most recent year for which agency reports to the Depart- 
ment were available. 

This review was not designed to address the amounts needed in reserve 
on an agency-by-agency basis. While we used examples from individual 
guarantee agencies to highlight certain issues and concerns, we did not 
attempt to project any data obtained from an individual agency to the 
program as a whole. 

On June 20, 1985, we testified on the issue of guarantee agency reserves 
before the Subcommittee on Postsecondary Education, House Committee 
on Education and Labor, during hearings on the reauthorization of the 
Higher Education Act. 

This review was made in accordance with generally accepted govern- 
ment auditing standards. 
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Since guarantee agencies typically take in more than they spend to 
operate the program, reserve funds are growing. At the end of fisctJ 
year 1985, the agencies in total held $985.7 million in reserves, a 1-year 
increase of 17.1 percent and a 2-year increase of 53.1 percent. 

Reserves are a necessary element of the program, as agencies must 
guard against contingencies and cash-flow problems. Neither the author- 
izing legislation nor the program regulations provide guidance on the 
level of reserves that should be maintained, however, leaving each 
agency to its own determination. This has led to a steady buildup of 
reserves which, in the aggregate, is disproportionately high in relation 
to the agencies' risks, at the ultimate expense of the federal government 
and the student borrower. 



What Are Reserves? ^ commonl y used by the Department of Education and the guarantee 

agencies, the term "reserves" refers to the reservoir of funds held by the 
agency for future contingencies. In fact, reserves represent those cumu- 
lative excess funds available when total expenditures are subtracted 
from total revenues. 

The Department does not define reserves in its program regulations. 
According to 34 C.F.R. 682.403 and 682.404, certain sources of agency 
funds are to be credited to a separate account within its reserve fund. 
These include 

• sums appropriated by a state for loan insurance purposes; 

• loan insurance premiums; 

• gifts, grants, or other sources; 

• collections on defaulted loans, including reinsurance payments received 
from the Department; and 

• earnings from investments of these funds. 

The only source of funds not directed by the regulations to be placed in 
a special reserve fund is the a<lministrative cost allowance (aca). Techni- 
cally, aca is the Department of Education's reimbursement to the agen- 
cies for operating costs already paid from program funds. However, in 
adniinistering the program, the Department considers aca as a part of 
the reserve. 

The Department of Education ao^ministratively considers reserves to be 
the cumulative surplus funds generated by an agency's operations. In 
the "Guarantee Agency Quarterly Report" (Form 1130), each agency 
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must show sources and uses of funds, with any excess shown as a 
reserve. Sources include insurance premiums, state appropriations, fed- 
eral advances, federal reinsurance, aca, collections, and investment 
earnings. Uses include claims paid, operating expenses, lender fees, and 
collections remitted to the Department. 

On its quarterly report, the guarantee agency shows each source and use 
of funds for (1) the current quarter, (2) the fiscal year to date, and (3) 
cumulatively since the agency's program began. Any difference between 
sources and uses is shown as an "excess." The cumulative excess is then 
compared to the amount of outstanding loans subject to the agency's 
guarantee to compute its "reserve ratio." While the Department of Edu- 
cation requires this quarterly computation, it has not provided guidance 
for determining when either the amount in reserve or the reserve ratio 
has reached a satisfactory level. 

The quarterly report also shows certain amounts receivable and pay- 
able, which causes total reserves to be considerably higher than cash 
reserves. The receivables include federal reinsurance and aca for which 
the Department of Education has been billed but has not yet paid. The 
amounts payable include the Department's share of collections that the 
agency has not yet paid. 

Since the reinsurance and aca owed by the Department normally are 
higher than collections payable, the amounts owed the agency are more 
than the amounts the agency owes. For example, of the $985.7 million 
held in reserve by all the agencies at the end of fiscal year 1985, $244.7 
million (24.8 percent) represented net amounts owed the agencies by the 
Department. 



Neither the authorizing legislation nor program regulations provide 
guidance on what constitutes an appropriate level for guarantee agency 
reserves. We believe, however, that since the purpose of reserves is to 
offset financial risks, many agencies maintain reserves greater than 
needed to compensate for the risks we identified. Although it was 
beyond the scope of this study to determine whether individual agency 
reserves were appropriate, in the aggregate these reserves are greater 
than the risks these agencies are asked to assume. 

Guarantee agency reserves have increased greatly in recent years. 
According to the agencies' quarterly reports, reserves held by all agen- 
cies at the end of fiscal year 1985 were $985.7 million. This represents 
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Table 2.1: Ten Guarantee Agencies 
With the Largest Reserves 



an increase of 17.1 percent over fiscal year 1984 and 53.1 percent over 
fiscal year 1983. 

Reserves vary considerably among the agencies, as shown in appendix 
III. Table 2.1 shows the 10 agencies that reported the largest reserves at 
the end of fiscal year 1985: 



Dollars in thousands 


Agency 


Total 
reserves 


Cash 
reserves 


New York 


$129,721 


$86,042 


Pennsylvania 


85,788 


71,537 


Ohio 


54,813 


49,700 


California 


51,786 


18,390 


Minnesota 


51,596 


40,552 


Massachusetts 


41,426 


33,277 


Michigan 


39,813 


33,385 


New Jersey 


37,659 


24,243 


Illinois 


34,749 


24,185 


Virginia 


33,489 


30,578 



These 10 agencies accounted for $560.8 million, or 56.9 percent, of the 
total reserves held by guarantee agencies at the end of fiscal year 1985. 
By contrast, the 10 agencies reporting the lowest reserves accounted for 
only $ 1 1.0 million, or about 1.1 percent, of total reserves at that time. 
Appendix V provides a complete summary of agency reserves. 

The largest reserves are concentrated in the larger agencies and those in 
existence the longest. Some of the agencies, such as New York and Penn- 
sylvania, have been in the program since 1966. Others, such as Cali- 
fornia and Minnesota, were more recently established, but have large 
loan volumes. 



Agencies seek to increase their reserves for a number of reasons. First, a 
sizable reserve is a counterbalance to future contingencies. Second, some 
agencies say they build reserves because they believe future program 
funding is uncertain. Others said that high reserve levels are essential to 
insure lender confidence — and thus continued program participation. 

Despite these reasons for building reserves, there is no consensus on 
how much an agency should keep in reserve. The Department of Educa- 
tion has not developed standards for determining when an agency has 
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attained an adequate reserve volume or reserve ratio, and there is little 
motivation for individual agencies to limit the growth of their reserves. 



What Is at Risk? In the P ro S ram toda y> the primary factor backing a guaranteed student 

W Hal lb al l . loan . g the Department 0 f Education's reinsurance — not the amount of 

an agency's reserve. In most cases, the Department provides full rein- 
surance; thus, any loss ultimately is borne by the Department, not the 
guarantee agency. Moreover, the Department reimburses agencies for 
their administrative costs to a large extent through aca and the portion 
of collections they retain to offset collection costs. Also, if the agencies 
experience a shortfall, they can develop other sources of income, such as 
insurance premiums. With various sources of income available, agencies 
can, barring catastrophic circumstances, build reserves to whatever 
level they believe is adequate. 

The risks agencies face fall into three categories: 

1. Nonreimbursed claims — the possibility of reinsurance from the 
Department of Education at less than 100 percent. 

2. Nonreimbursed operating costs — the possibility of administrative 
costs exceeding the maximum aca allowed. 

3. Cash flow — the need for funds to cover the time lag between when an 
agency incurs costs and when it receives reimbursement from the 
Department. 



Nonreimbursed Claims As lon 8 ^ ^ agency does not reach the reinsurance "trigger," a statu- 

tory limit on reimbursable claims explained in appendix II, the Depart- 
ment of Education pays the agency 100-percent reinsurance for all 
default claims paid. Once the agency reaches the trigger, which is tied to 
the volume of claims paid during the year, it receives reinsurance of 90 
or even 80 percent of the claims through the remainder of the fiscal 
year. Thus, the risk to the agency is a maximum of 10 or 20 percent of 
claims paid after the reinsurance trigger is reached in any fiscal year. 
Reinsurance resumes at 100 percent at the beginning of the next fiscal 
year. 

In fiscal year 1985, 21 of the 58 active agencies reached the 90-percent 
trigger, the earliest in March 1985 and the latest in September 1985. 
Only three agencies reached the 80-percent reinsurance trigger, two in 
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July and one in August. Thus, 37 agencies received 100-percent reinsur- 
ance for all their claims during the year. The other 21 agencies also 
received 100-percent reinsurance for most of the year. Overall, the 
average reinsurance rate for all agencies during fiscal year 1985 was 
97.6 percent of claims. 



Nonreimbursed Operating Administrative costs are reimbursed by either aca or the percentage of 
Costs collections retained by the agency (see app. II). aca reimbursement may 

not exceed 1 percent of the amount of loans the agency guaranteed 
during the fiscal year in which aca is claimed. Also, in some cases, the 
agency may incur costs, such as certain overhead expenses, that are not 
eligible for reimbursement under aca according to program regulations, 
but are legitimate program costs. The existence of such costs not reim- ' 
bursed by aca exposes the agency to some risk. 



At any time, an agency may have funds payable to (share of collections 
not yet remitted) and receivable from (reinsurance for claims paid and 
aca for operating costs) the Department of Education. If the amount 
owed by the Department is greater than the amount owed by the agency, 
the agency will need funds to cover this temporary shortage. 

At the end of fiscal year 1985, all but 2 of the 57 guarantee agencies 
reporting were due amounts from the Department. As shown in 
appendix III, the total net amount due to the Department was $244.7 
million, or 24.8 percent of the agencies' total reserves. 



The Issue: Risks vs. An agency offsets the risks described above in two ways. First, it may 

Reserves compensate for losses on its reimbursements through other sources of 

funds, such as insurance premiums, investment earnings, or state appro- 
priations. Second, the agency has funds in reserve, generated through 
excess revenues in previous years. 

We did not attempt to determine what amounts individual guarantee 
agencies require in reserve, since such amounts could fluctuate among 
the agencies and could require some detailed projections of future rein- 
surance rates, collections, and operating costs. Also, since agencies 
report their operating statistics on a cash basis by fiscal year, matching 
specific costs with federal reimbursements for these costs is not possible 
from the reported data. However, in aggregate terms the reserves are 
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large in relation to the risks. This conclusion is supported by a compar- 
ison of overall reserves and risks at the end of fiscal year 1985. 

Looking at the risks associated with nonreimbursed claims and oper- 
ating costs as described above, we identified a total of $ 196.5 million in 
possible losses in 1985: 

• Claims paid for the year were $ 1 ,002.4 million, while reinsurance cov- 
ered by the Department was $906.9 million, for a loss to the guarantee 
agencies of $95.5 million during the year. 

• The agencies incurred nonreimbursed operating costs of $101 million. 
Their operating costs were $210 million for the year, while their net col- 
lections (after deducting payments to the Department) and aca reim- 
bursement were $109 million. 

Also, while not actually a loss, the net amount the Department owed the 
agencies increased by $84.6 million during fiscal year 1985 (from $160.1 
million to $244.7 million), which required the agencies to fund this 
amount for some period. 

These nonreimbursed costs expose the agencies to a degree of financial 
risk, since they must be paid. At the same time, however, such costs are 
not a problem if the agencies have sufficient funds available from other 
sources. For example, in fiscal year 1985, the agencies in aggregate gen- 
erated more than enough from other sources to cover their losses on 
reimbursements. To illustrate, insurance premiums, state appropria- 
tions, investment earnings, and other income provided a total of $230.5 
million in revenues, which exceeded the amounts lost on reinsurance 
and operating expenses by $34 million. 

Thus, in fiscal year 1985, the agencies generated a surplus of $34 million 
on their operations. Moreover, they received an additional $ 18.3 million 
in federal advances, giving a total surplus, or increase in reserves, of 
$52.3 million for fiscal year 1985. While we agree that the agencies need 
some amount to cover their cash flow, we question the need for them to 
retain $985.7 million in reserves — $741 million in cash reserves — when 
they are realizing an annual surplus on operations. 
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The Effect: Reserves Are 
Built at the Expense of the 
Federal Government and 
the Student 



Based on our analysis, overall reserve levels are much higher than 
needed to effectively offset the risks involved in the program. What is 
the optimum level? Such a determination would have to be made on an 
agency-by-agency basis, because reserve levels and the magnitude of 
individual risks vary widely among the agencies. 

In total, however, the guarantee agencies are generating more in reve- 
nues and retaining more in reserves than necessary to operate the pro- 
gram. The problem with this situation is that most agency funds come 
from either the federal government (in the form of advances, aca, rein- 
surance, or collections retained) or the student borrower (in the form of 
insurance premiums). The result is (1) higher annual federal payments 
and/or (2) a higher cost to the student. 

Action to prevent further increases in the level of reserves held by the 
guarantee agencies can take various forms. The first logical step, in our 
opinion, would be to set some ceiling on reserves and to require the 
return of federal advances no longer needed. Beyond this, the Congress 
could determine which sources of revenue to restrict, depending on the 
extent to which it. wishes the federal government and the student to par- 
ticipate in financing the program. 



An issue closely related to the size of guarantee agency reserves is the 
need for federal advances. These advances, described in appendix II, 
make up a significant portion of many guarantee agencies' reserves. 
While some agencies have returned their advances, most have not, and 
based on our discussions with guarantee agency and Department of Edu- 
cation officials, there is little interest in doing so. 

Table 2.2 shows the cumulative advances disbursed, repaid, and out- 
standing under sections 422(a) (advances to strengthen reserves) and 
422(c) (advances to pay claims) for all guarantee agencies as of April 
1986: 



Table 2.2: Federal Advance* 





422(a) 
advances 


422(c) 
advances 


Total 
advances 


Disbursed 


$23,863,693 


$165,774,614 


$189,638,307 


Repaid 


6.712,638 


27,074,251 


33,786,889 


Outstanding 


$17,151,055 


$138,700,363 


$155,851,418 



Do Guarantee Agencies 
Still Need Federal 
Advances? 
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On an agency-by-agency basis, the Department of Education's statistics 
on advances are somewhat misleading since all figures are shown by 
political subdivision, such as states and territories. In some states, 
another agency might have existed before the current designated 
agency. In the District of Columbia, for example, the former agency 
(now inactive except for paying claims) still has $87,485 in advances. 
The District's current agency (operated by the Higher Education Assis- 
tance Foundation) has repaid its advances. 

Of the 57 reporting agencies by political subdivision, only 4 — Massachu- 
setts, New Jersey, Rhode Island, and Oregon — had repaid all their fed- 
eral advances as of April 1986. Eighteen other agencies had made 
partial repayments. All repayments have been voluntary. 

The agencies' outstanding federal advances range from $85,000 to more 
than $55.7 million. As of April 1986, three agencies each had out- 
standing advances of more than $10 million: California ($55.7 million), 
Pennsylvania ($13.9 million), and New York ($10.3 million). 

Generally, agencies with the largest reserves tend to hold the largest 
outstanding federal advances. For example, the 10 agencies with the 
largest reserves at the end of fiscal year 1985 also held 58.7 percent, or 
about $91.5 million, of the advances outstanding as of April 1986. There 
are exceptions, however. For example, Massachusetts and New Jersey 
had $41.4 million and $37.7 million in reserves, respectively, but no fed- 
eral advances. Virginia had $33.5 million in reserves, but only $168,322 
in advances. A summary of advances in relation to reserves is in 
appendix V. 

According to the Higher Education Act and program regulations, the 
Department of Education can ask for the repayment of section 422(a) 
advances when they are no longer needed. The regulations do not pro- 
vide guidelines for how such a decision is to be made, but do say that 
the Secretary of Education may consider the "maturity and solvency of 
the reserve fund" and "the agency's requirements for new loan guaran- 
tees, based on its prior experience." Repayment of section 422(c) 
advances is required only when the total amount advanced exceeds 20 
percent of an agency's outstanding loans under guarantee. Even then, 
repayment is required only on the advances that exceed 20 percent. 

As of May 31, 1986, the Department of Education had never asked for 
the repayment of section 422(a) advances. Its officials could not explain 
why the return of these advances had not been requested, even though 
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they now believe several agencies no longer need them. They said 
returning advances had been discussed, but no decision to take action 
had been made. They said the Department does not have criteria for 
determining when these advances are no longer needed. 

No agency has yet reached the point where repayment of section 422(c) 
advances is required because no agency's advances approach the 20- 
percent level. Repayment is unlikely also, according to Department of 
Education officials, since the growth of the program keeps the trigger 
point for returning the advances at a very high level. For example, the 
guarantee agencies had about $34 billion of outstanding student loans 
they had guaranteed as of the end of fiscal year 1984. Thus, the agen- 
cies, in aggregate, could have retained up to $6.8 billion (20 percent of 
$34 billion) in federal advances before any would be recalled. 

The oig has also concluded that advances are no longer needed. In a July 
20, 1982, report, the oig concluded that the large reserves then in exis- 
tence were no longer needed due to the adequacy of the federal reim- 
bursements. The oig recommended that the Secretary initiate action to 
recover the section 422(a) advances and propose legislation to recover 
the section 422(c) advances. 

The Department of Education now agrees that federal advances — under 
both sections 422(a) and (c) — are no longer needed. In its budget 
requests for fiscal years 1985 and 1986, the administration recom- 
mended changing the Higher Education Act to require the return of all 
outstanding federal advances. This change had not been enacted as of 
May 31, 1986. 



Department of 
Education Concerns 
Over the Growth of 
Agency Reserves 



Although the Department of Education has not developed criteria for 
detennining when a guarantee agency's reserves are adequate, it has 
recently concluded that reserves have reached a sufficient level. The 
Department has recommended that the guarantee agencies restrict the 
buildup of their reserves. 

In a letter to all guarantee agency directors in January 1982, the chief of 
the Guaranteed Student Loan Branch, Division of Policy and Program 
Development, pointed out that the Education Amendments of 1976— 
which added 100-percent reinsurance, section 422(c) advances, and aca 
reimbursements — had given the agencies significant financial incen- 
tives. According to this letter, the amendments' intent was to encourage 
the development of new agencies as well as to strengthen the operations 
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of existing agencies. The letter said that "(T)hese incentives have 
worked well . . and that "virtually all guarantee agencies enjoy a sur- 
plus of income over expenses." 

The letter concluded that, given this advantageous fiscal position, there 
was a need to reevaluate the continuing need for financial incentives: 

"However, it seems clear that it was never the intent of the Congress that guarantee 
agencies should get 'rich' as a result of these incentives. In these days of limited 
funds available for educational and other social programs, it does not appear pru- 
dent to permit agencies to receive more Federal funds than needed to carry out their 
functions. The following table (omitted table shows six agencies with excess income 
over expenses of $1.3 million to $24.5 million in fiscal year 1981] provides rather 
dramatic evidence that agencies are currently receiving Federal dollars that are not 
essential to their operations." 

The letter further stated: 

"It is difficult for the Administration to recommend funding cuts that affect stu- 
dents and colleges while we continue to increase the agencies' holdings." 

In its budget request for fiscal year 1985, the administration noted that 
all states and territories had access to guarantee agencies and that the 
agencies had sufficient financial resources. For these reasons and also 
because the administration believed the states should share more of the 
financial responsibility, the budget request proposed significant changes 
affecting guarantee agency funding. Under these proposals, the agencies 
would return all outstanding federal advances, the Department of Edu- 
cation would eliminate aca reimbursements, and agencies would receive 
reinsurance at 80 percent rather than up to 100 percent. 

In March 1984 testimony on its fiscal year 1985 budget request before 
the House Committee on Appropriations, the Department of Education 
supported its recommended changes by pointing to the large reserves. 
The Assistant Secretary for Postsecondary Education provided the fol- 
lowing statement for the record in response to a question regarding the 
continuing need for advances: 

"Based on data submitted by the agencies in their quarterly reports, the Department 
analyzed the annual and cumulative sources and uses of guarantee agency funds. 
This analysis indicated that, as of the end of fiscal year 1983, approximately $719 
million was available in guarantee agency reserves. This amount is greater than the 
agencies' total operating expenditures for fiscal year 1983 and greater than their 
operating expenditures for fiscal years 1981 and 1982 combined. 
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"Although it is not possible to forecast individual agency sources and uses of funds 
with complete accuracy, our analysis of the impact our proposals would have had 
on agencies during fiscal year 1983 indicates that only three agencies . . . might have 
faced some financial problems. All other agencies would have had sufficient sources 
of income (insurance premiums, up to 30 percent of collections, investments, etc.) to 
cover their expenses. Furthermore, these other sources of funds would have allowed 
agencies to maintain a balance of reserve funds to meet any reasonable level of con- 
tingent obligations " 

None of the changes recommended were made to the Higher Education 
Act in fiscal year 1985. The administration made similar proposals in its 
budget request for fiscal year 1986. The proposals provided that (1) all 
federal advances would be returned, (2) aca reimbursements would be 
eliminated, and (3) reinsurance would be limited to a maximum of 90 
percent but could be as low as 50 percent. 

The Congress did not adopt the administration's proposals. It is, how- 
ever, also concerned about guarantee agency financing, especially the 
amount of outstanding federal advances. On December 4, 1985, the 
House passed its bill (H.R. 3700) to reauthorize the Higher Education 
Act. The proposed changes would require, among other things, the 
return of $50 million in federal advances by the guarantee agencies. The 
Secretary of Education would require the return of advances, following 
guidelines established by the Comptroller General. 

On April 7, 1986, the Consolidated Omnibus Budget Reconciliation Act 
of 1985 (Public Law 99-272) was enacted. One provision of the act was 
similar to H.R. 3700 in that it requires the Secretary of Education to 
recover $75 million in federal advances during fiscal year 1988. Such 
recoveries would be based on determinations by the Comptroller General 
of the solvency and maturity of individual guarantee agencies. 

On June 3, 1986, the Senate passed its bill (S. 1965) to reauthorize the 
Higher Education Act Like the House, the Senate proposed numerous 
changes to the program. Some of these — such as reductions in the rein- 
surance rate — eventually could influence guarantee agency reserves. 
Unlike the House, however, the Senate did not include a provision for 
the return of federal advances. As of June 30, 1986, the House and 
Senate had not held a conference to reconcile the two bills. 



Conclusions Guarantee agency reserves are a major issue confronting the program. 

At the end of fiscal year 1985, agencies had accumulated a total of 
$985.7 million in reserves, an increase of 17.1 percent over fiscal year 
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1984 and 53.1 percent over fiscal year 1983. These increases have been 
largely at the expense of the federal government and the student bor- 
rowers, the parties that ultimately finance the program. 

We believe that the total level of reserves exceeds what is needed to 
meet the risks the guarantee agencies are asked to assume. The problem 
is that, while our analysis of the available data support our conclusion 
for the program as a whole, corrective action must address the needs of 
individual agencies. Thus, before any changes can take place, the 
Department of Education must decide what levels of reserves the agen- 
cies require. Once such levels are established, new procedures for 
returning federal advances and restricting income into the reserves are 
needed. Since these limitations on income address the issue of who 
finances the program, we believe these decisions should be made by the 
Congress. 

The current provisions in H.R. 3700 and the Reconciliation Act to 
require the return of federal advances are consistent with our conclu- 
sion, as such advances would be returned when they are no longer nec- 
essary. However, this is only the first step. Reserves will continue to 
grow unless income into the reserve funds is restricted. The Congress 
has numerous options available to limit such growth. If the Congress 
wishes to reduce federal funding, it can do so by reducing (1) aca reim- 
bursements, (2) the amount of collections retained by agencies, or (3) 
the level of reinsurance. If the Congress wishes to reduce costs to stu- 
dent borrowers, it could do so by requiring a reduction in the insurance 
premium charged by agencies. 



Recommendations to 
the Congress 



We recommend that the Congress amend the Higher Education Act to 
require the Secretary of Education to 

establish, in consultation with the guarantee agencies, criteria for the 
appropriate levels of reserves guarantee agencies should retain, based 
on the financial risks they face, and 

recall federal advances from the guarantee agencies beyond the 
amounts needed to maintain reserves at the established levels. 

We also recommend that the Congress amend the Higher Education Act 
to restrict the growth of future agency reserves beyond the established 
levels. In this regard, the Congress should consider a^ustntents to one 
or more of the financing provisions for guarantee agencies. Options for 
consideration include 
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• reducing aca reimbursements, reinsurance, or the percentage of collec- 
tions guarantee agencies may retain, if the preference is to reduce fed- 
eral expenditures; 

• reducing insurance premiums charged by agencies if the preference is to 
reduce student costs; or 

• some combination of these. 



The Department of Education agreed with our recommendation that it 
should establish criteria for (1) determining the appropriate levels of 
guarantee agency reserves and (2) recalling federal advances when 
reserves exceed these levels. The Department stated, however, that the 
determination of appropriate reserve levels should await the outcome of 
the numerous changes in the program proposed during reauthorization 
proceedings and reiterated its desire to take interim measures to reduce 
agency reserves. 

The Department also noted that the Reconciliation Act requires the Sec- 
retary of Education to recall $75 million in federal advances by fiscal 
year 1988, considering individual agency solvency and maturity as 
determined by the Comptroller General. The Department said that estab- 
lishing such criteria would be difficult and noted that it therefore had 
proposed that all federal advances be returned in its fiscal year 1987 
budget request. The Department said this proposal reflected its belief 
that the guarantee agencies should assume greater responsibility for 
financing the Guaranteed Student Loan Program. 

The Department also agreed with our recommendation that the Con- 
gress consider restricting the growth of reserves by adjusting one or 
more of the agency financing sources provided under current law. The 
Department noted, for example, that it had proposed changes during 
reauthorization to reduce reinsurance payments, depending on each 
agency's default claims and collections experience. 

We recognize that a final determination on reserve levels must consider 
changes in the Higher Education Act through reauthorization. At the 
same time, however, we believe that the Department should begin deter- 
mining reserve needs under the program as now structured. Reserve 
levels could then be adjusted as program changes go into effect. 

We agree with the Department that our recommendation for returning 
advances should be viewed in terms of the Budget Reconciliation Act. 
We are now developing criteria for meeting our mandate under the law 
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and will issue a report shortly that will provide guidelines for the 
Department to use in recalling the guarantee agencies' federal advances. 
This legislation would require the return of $75 million in advances 
during fiscal year 1988, depending upon the guarantee agencies' ability 
to do so as determined by the Comptroller General. In fact, the agencies 
may be able to return more than $75 million in advances during 1988, 
although certain agencies may need to retain their advances longer. 
Implementing our recommendations would eventually result in the 
return of all advances not needed by the agencies rather than limiting 
the amount to $75 million. 

While we do not necessarily disagree with the Department's desire to 
recapture all advances (they were after all considered to be temporary 
in nature and to be returned when no longer needed), we believe such 
decisions should be based on case-by-case determinations of the reserve 
levels needed by individual agencies. 

The proposal to reduce reinsurance rates mentioned by the Department 
is consistent with our recommendation to restrict reserve growth. Yet it 
is only one of several methods available for addressing the problem. We 
believe any long-range solution should consider (1) individual agency 
needs for reserves, (2) all sources of funds available to the agency, and 
(3) the role each party — the student, the federal government, and per- 
haps even the state — should play in funding the operation of guarantee 
agencies. 
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Since guarantee agency reserves are generated through the program's 
operations, they should be used only for program purposes. Under pro- 
gram regulations, however, once federal advances have been returned, 
the use of the funds in agency reserves is no longer restricted to pro- 
gram purposes. Consequently, some agencies have returned their federal 
advances and used reserve funds for nonprogram purposes. This has led 
to a situation in which, through the program, students and the federal 
government indirectly fund other programs or activities. 

During our review, we identified instances in which three guarantee 
agencies had used funds for purposes other than the program. Two of 
the agencies were able to justify nonprogram use of the funds by first 
returning federal advances. In the third case, the agency's use of funds 
was not justified, however, and was improper under the regulations. 
Since such uses do not relate to the program's objectives or operations, 
we believe that such usage should not take place. The Department of 
Education agrees and has proposed regulations to prevent the use of 
program funds for nonprogram purposes, regardless of whether federal 
advances are returned. 



The Higher Education Act does not discuss the use of reserve funds. 
Program regulations, rather than generally restricting the use of reserve 
funds at all times, restrict the use of various sources of funds, but only 
while federal advances are outstanding. 

As discussed in chapter 2, section 422(a) advances are to be placed in a 
special fund in the reserve, along with (1) state appropriations for loan 
insurance purposes; (2) insurance premiums; (3) funds received through 
gift, grant, or other program purposes; (4) collections on defaulted loans, 
including reinsurance; and (5) amounts obtained through investment of 
these funds. The regulations stipulate that these funds be used only to 
guarantee loans, pay lender claims, refund overpayments of insurance 
premiums, or repay advances or reinsurance payments made by the 
Department of Education so long as federal funds are outstanding. 

The only exceptions to these restrictions apply to insurance premiums 
and investment earnings of the special fund. According to the regula- 
tions, these may "be used for payments necessary for the proper admin- 
istration of the guarantee agency's program." The terms "necessary" 
and "proper administration" are not defined; however, the regulations 
stipulate that insurance premiums "may not be used to provide lenders 
with a greater yield or for making incentive payments to lenders." 
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Section 422(c) advances, along with any investment earnings on them, 
also must be credited to a "special fund" in the reserve. These funds 
may be used only for paying insurance claims. 

The other source of funds, aca, is not required to be placed in a special 
fund. However, aca is restricted, as the regulations specify that it is to 
be used for only those administrative costs not already covered by the 
collections retained by the agency. 

Table 3.1 recaps the sources and required uses of funds generated by 
the guarantee agency under its loan insurance function. The sources 
listed represent virtually all sources of funds for the program. 



Table Sources Uses ^^^^■^^^^■^^^^^^^^^^H^^^^^^^H^^^^H 

Funds Source Required use 

State appropriations; gifts, To be placed in a special reserve for use in guaranteeing 
grants, and collections; loans, paying lender claims, refunding overpayments of 
reinsurance; section 422(a) insurance premiums, and repaying advances or reinsurance 
advances by the Department of Education 

Investment earnings on above To be placed in reserve (same funds as section 422(a) 
funds; insurance premiums advances) and used for any payments necessary for proper 
administration of the guarantee agency's program 

Section 422(c) advances; To be placed in a special reserve for paying insurance 
investment earnings on such claims 

adva nces 

ACA To be used only for administrative costs not covered by 

collections retained 



Department of Education officials agreed with our general analysis of 
the requirements regarding the use of funds and said they were 
attempting to clarify many of the uncertainties about the current 
requirements in proposed regulations issued in September 1985. Final 
rules had not been issued as of May 31, 1986. 



We identified three instances in which guarantee agencies had used 
reserves for other purposes. In the first case, the agency took funds 
from the program to aid a state grant program. In the second, the agency 
was placing the interest earned from the program reserves into a general 
state fund. In the third, the agency had transferred funds from its pro- 
gram account into administrative accounts related to other student aid 
programs managed by the same agency. 

We do not know if such uses occurred in other agencies not included in 
our review. Our purpose here is to show that (1) the current regulations 
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allow guarantee agencies to use reserves for nonprogram purposes once 
their federal advances have been repaid and (2) the disallowance of the 
practice would better fulfill program objectives. 



Reserves Used for State The guarantee agency in Oregon is the Oregon State Scholarship Corn- 

Grant Program mission (ossc), a separate state agency which also administers other stu- 

dent aid programs within the state. One of these programs is a state 
grant available to needy students. 

While reviewing the projected budget for the 1981-83 biennium, the gov- 
ernor's budget staff noted that the state did not have enough funds to 
meet the projected needs of the state grant program. At the same time, 
however, ossc controlled the reserve fund, which, according to state 
officials, (1) was larger than was needed to guarantee loans and pay 
administrative expenses and (2) would continue to grow unless there 
were changes to the fund's income. Foreseeing extreme financial diffi- 
culties for Oregon over the next several years, the budget staff recom- 
mended that ossc use program reserves to support the student grant 
program in 1981-83. 

In October 1980, ossc officials asked the Department of Education 
whether the reserve funds could be used for the state grant program if 
ossc first returned federal advances. The Department responded that 
the return of the advances would free the reserve fund of the restric- 
tions tied to advances in the program regulations. In essence, once ossc 
returned the federal advances, the only restrictions according to the reg- 
ulations would be that insurance premiums and interest earned on sec- 
tion 422(c) advances must be used within the program. 

Based on the Department of Education's ruling, ossc returned all 
$1,062,021 of its federal advances in February 1983. During the spring 
of 1983, ossc used $1.5 million of its reserve funds for state grants. The 
Oregon legislature approved the use of an additional $ 1.8 million from 
ossc's revenues during the 1983-85 biennium. 

In March 1983, the Department of Education's oig audited ossc's pro- 
gram and questioned the use of reserve funds for nonprogram purposes. 
After reviewing the Department's ruling in the case, however, the oig 
agreed that the regulations do not prohibit the use of reserve funds for 
such purposes if (1) advances are returned and (2) insurance premiums 
and interest on section 422(c) advances are not included in the amount 
used. In a May 25, 1984, letter to the Department's Assistant Secretary 
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for Postsecondary Education, the oig warned of the nationwide impact 
that could result from the ruling in Oregon on the use of reserves. He 
estimated that guarantee agencies could use about $100 million in 
reserves for nonprogram purposes if the agencies repaid their advances. 

The oig recommended that the Department of Education expedite 
changes to its regulations or seek legislative action "to restrict the use of 
reserve funds to GSL [Guaranteed Student Loan] purposes only." 
Department officials agreed with this recommendation and responded 
that the necessary changes were being made in regulations then being 
rewritten. The Department issued a Notice of Proposed Rulemaking on 
September 4, 1985. The proposed regulations would require that all 
guarantee agency funds be restricted to use in administering the Guar- 
anteed Student Loan Program, regardless of whether agencies repaid 
their federal advances. Final rules had not been issued as of May 31, 
1986. 



Interest on Reserves The guarantee agency in Illinois is the Illinois Guaranteed Loan Program 

Retained by States a separate state agency. In accordance with state law, iglp's 

reserves are maintained by the state treasurer in a common account 
with funds from about 300 other programs. The treasurer is responsible 
for all investments from the funds. During our work at iglp, we noted 
that the only interest the state credited to iglp's reserve was that earned 
on section 422(c) advances. The interest on the remainder of the funds 
;vas retained by the state. At the end of fiscal year 1983, iglp had $19.7 
million in reserve, $4.1 million of which was section 422(c) advances. 

After we brought this matter to the attention of iglp officials, they 
agreed that all the investment earnings should be included in the 
reserve. Consequently, the state amended its policy and began to credit 
the interest to the reserve beginning in March 1984. We estimate that, at 
current levels, the change in state policy will add at least $1.5 million a 
year in interest to iglp reserves. 

According to Department of Education officials, the state could not have 
been compelled to credit interest earned on reserves for the same reason 
as that presented in the Oregon case, iglp returned its section 422(a) 
advances in fiscal year 1973. Accordingly, under existing regulations 
the only funds that are restricted to program purposes are insurance 
premiums and the principal and interest on section 422(c) advances. 
Since Illinois credited the interest for section 422(c) advances, the 
interest on the remainder of the reserves is not limited to the program. 
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Reserves Transferred to The guarantee agency in Pennsylvania is the Pennsylvania Higher Edu- 
Other State Programs cation Assistance Agency (pheaa), a public corporation that also 

administers other student aid programs within the state and provides 
services to other guarantee agencies on a contractual basis, pheaa had 
the second highest reserves among guarantee agencies— more than 
$85.8 million at the end of fiscal year 1985. 

During our review at pheaa, we noted that the agency had transferred 
funds from its program reserves into general agency administrative 
accounts. From agency records, it was not possible to show the precise 
amounts credited to specific programs; however, based on pheaa's 
reports to the Department of Education, we determined that the agency 
used $22.4 million from its reserves for nonprogram purposes. 

pheaa differed from both Oregon and Illinois in that it still had advances 
outstanding under sections 422(a) and 422(c) when the funds were 
transferred. Thus, the program regulations did not permit the use of the 
agency's reserves for nonprogram purposes. Agency officials justified 
their actions on the basis of a legal opinion from its counsel which said 
that it could use funds received as aca reimbursement for nonprogram 
purposes. The counsel's March 9, 1981, opinion reasoned as follows: 

"The Administrative Cost Allowance Account within the Loan Administrative 
Reserve Fund is composed of funds which have been paid to the Agency by the 
United States Department of Education as reimbursement for administrative 
expenditures previously made by the Agency in the operation of the Guaranty Loan 
Program. Neither state nor federal law and regulations limit or control the use of 
administrative cost allowances once they are paid to the Agency in reimbursement 
for administrative costs. Thus, the Administrative Cost Allowance Account is avail- 
able for the purposes of the Agency as approved by the Board of Directors. The 
Board of Directors may approve the allocation of a portion of these funds as an 
augmentation to the Administrative Budget in the exercise of its corporate 
discretion. 

"The foregoing opinion would apply equally to the earnings of the Administrative 
Cost Allowance Account and the Retention of Collections Account." 

pheaa officials also told us that they used insurance premium income to 
pay for administrative costs since, according to the regulations, the 
insurance premiums can be used for "payments necessary for the proper 
administration of the guarantee agency's program." When aca attribut- 
able to these costs is received, according to the officials, the expenses 
have already been paid and aca can then be used for any purpose 
desired. 



ERLC 



Page 36 



37 

GAO/HRD-86-57 Guaranteed Student Loans 



Chapters 

Program Reserves Should Be Used Only for 
Program Purposes 



We disagree with the agency's position. The fact that aca payments are 
in the form of reimbursement does not allow the agency to ignore 
restrictions placed on the use of program funds. The regulations provide 
that the aca payment is to be used in a certain way — i.e., as an allow- 
ance for administrative costs — and that other sources of program funds, 
such as insurance premiums, are to be used in certain ways — i.e., for 
program purposes. To the extent the agency's practice allowed aca pay- 
ments or other program funds to be transferred out of the program, we 
believe the agency violated the regulations. 

In its Oregon ruling, the Department of Education said that the regula- 
tory restrictions on the use of program funds continue until the agency 
repays the advances, pheaa had not repaid its advances at the time it 
transferred the funds to nonprogram purposes, although it did return its 
422(a) advances in October 1984. 

We discussed this matter with pheaa officials. They agreed to stop the 
practice of using program funds outside the program and to repay $22.4 
million to its reserves that was transferred out in previous years. The 
funds were repaid on February 15, 1985. 



The circumstances illustrated by the first two cases are significant 
because of the potential for use of reserve funds for nonprogram pur- 
poses by other agencies and because they point to underlying weak- 
nesses in the Department of Education's program regulations. In these 
cases, the agencies were apparently operating within the Department's 
regulations. However, we and Department officials agree that the funds 
generated by the Guaranteed Student Loan Program should not be used 
as a means to support other state interests. In the third case, the state 
appeared to be acting contrary to the regulations. 

The nonprogram use of reserves presents two mgjor concerns. The first 
stems from the fact that the vast majority of agency funds come from 
only two sources — the student and the federal government. Thus, when 
reserves are not used for program purposes, an anomalous situation 
exists in which student borrowers and the federal government are indi- 
rectly supporting other state activities through the Guaranteed Student 
Loan Program. 

The other magor concern is that if the Department of Education permits 
activities similar to those in the two cases above, present reserves could 
be reduced by other states opting to spend their excess funds for other 
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purposes. This concern was voiced by the Department of Education oig 
in the Oregon situation, and nationwide more than $986 million in 
reserves could be affected. 

The Department of Education recognizes the problems of guarantee 
agencies using reserves for nonprogram purposes. In its September 4, 
1985, Notice of Proposed Rulemaking, the Department is proposing to 
prevent such practices. As of May 31, 1986, these rules had not been 
issued in final form. 



Conclusions Program regulations are inadequate in that they have created a situa- 

tion in which guarantee agencies have been allowed to use program- 
generated funds for nonprogram purposes. Such uses have occurred in 
at least two cases and, according to Department of Education officials, 
could take place throughout the program. The ultimate result of such 
uses is that the federal government and student borrowers indirectly 
fund other state interests through the program. 

We believe that preventing the nonprogram use of guarantee agency 
reserve funds would better fulfill program objectives. Therefore, the 
Department of Education should finalize its proposed regulations to 
require that funds generated by an agency's loan insurance function be 
used only for program purposes. 



We recommend that the Secretary finalize the Department's proposed 
regulations to require that all funds received as a result of the guarantee 
agencies' loan insurance program be used only in support of the 
program. 



Recommendation to the 
Secretary of Education 



Agency Comments and The De P artment of Education said that in the near future it will publish 
Oiir Fvaliiatmn fmal regulations incorporating changes in the Guaranteed Student Loan 

v/ui uvdiuduuii Program, including limiting the use of reserves outside the program. 

The Department's actions are consistent with our recommendation. 
However, given the potential for the guarantee agencies to expend sub- 
stantial funds outside the program, we are concerned that the upcoming 
^authorization might delay the issuance of rules that include 
preventing the nonprogram use of guarantee agencies' reserve funds. 
We believe that, if such delays occur, the Department should expedite 
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that part of the proposed regulations that would prevent the non- 
program use of reserve funds. 



» 
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uuaraniee agency 




Alabama Commission on Higher Education 


AlnnUn 


Alaska Commission on Postsecondary Education 


mi it? Mean OBlTlUa 


Pacific Islands Education Loan Program 




Arizona taucationai Loan Program 




Student Loan Guarantee Foundation of Arkansas 


ffllifnrnia 


uaiiTornia otuaent Aid Commission 




Colorado Guaranteed Student Loan Program 




Connecticut otuaent Loan Foundation 




Delaware Guaranteed Student Loan Program 


uisinwi or uoiumula 


nigner Education Assistance Foundation 


PloriHa 


r-ionaa otuaent Financial Assistance Commission 




Georgia Higher Education Assistance Corporation 


OUHlTI 


Pacific Islands Education Loan Program 


Hawaii 1 


Hawaii Educational Loan Program 


Idaho 


Student Loan Fund of Idaho, Inc. 


Illinois 


Illinois State Scholarship Commission 


Indiana 


State Student Assistance Commission of Indiana 


Iowa 


Iowa College Aid Commission 


Kansas 6 


Higher Education Assistance Foundation 


Kentucky 


Kentucky Higher Education Assistance Authority 


Louisiana 


Governor's Special Commission on Educational Services 


Maine 


Maine Guaranteed Student Loan Program 


Maryland 


Maryland Higher Education Loan Corporation 


Massachusetts 


Massachusetts Higher Education Assistance Corporation 


Michigan 


Michigan Department of Education; Michigan Higher Education 




Assistance Authority 


Minnesota 13 


Higher Education Assistance Foundation 


Mississippi 


Mississippi Guarantee Student Loan Agency— Board of Trustees of 




State Institutions of Higher Learning 


Missouri 


Missouri DAnnrtmftnt of Hinhar PHuratinn 


Montana 


Montana Guaranteed Student Loan Program 


Nebraska 6 


Higher Education Assistance Foundation 


Nevada 


Nevada Guaranteed Student Loan Program 


New Hampshire 


New Hampshire Higher Education Assistance Foundation 


New Jersey 


New Jersey Higher Education Assistance Authority 


New Mexico 


New Mexico Student Loan Guarantee Corporation 


New York 


New York State Higher Education Services Corporation 


North Carolina 


North Carolina State Education Assistance Authority 


North Dakota 


North Dakota Guaranteed Student Loan Program 


Northern Marianas" 


Pacific islands Education Loan Program 


Ohio 


Ohio Student Loan Commission 
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State 


Guarantee agency 


Oklahoma 


Oklahoma State Regents for Higher Education 


Oregon 


Oregon State Scholarship Commission 


Pennsylvania 


Pennsylvania Higher Education Assistance Agency 


Puerto Rico 


Puerto Rico Higher Education Assistance Corporation 


Rhode Island 


Rhode Island Higher Education Assistance Authority 


South Carolina 


South Carolina State Education Assistance Authority 


South Dakota 


South Dakota Education Assistance Corporation 


Tennessee 


Tennessee Student Assistance Corporation 


Texas 


Texas Guaranteed Student Loan Corporation 


Trust Territories* 


Pacific Islands Education Loan Program 


Utah 


Utah Higher Education Assistance Authority 


Vermont 


Vermont Student Assistance Corporation 


Virginia 


Virginia State Education Assistance Authority 


Virgin Islands 


Virgin Islands Guaranteed Student Loan Program 


Washington 


Washington Student Loan Guaranty Association 


West Virginia 13 


Higher Education Assistance Foundation 


Wisconsin 


Wisconsin Higher Education Corporation 


Wyoming b 


Higher Education Assistance Foundation 


•The United Student Aid Funds, a private, nonprofit organization, is the designated guarantee agency. 



b The Higher Education Assistance Foundation, a private, nonprofit organization, is the designated guar- 
antee agency. 
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Sources 



State Appropriations State appropriations now are a relatively minor source of guarantee 

agency funding, although they may account for significant amounts in 
some states. Few agencies receive appropriations annually, and the 
amounts appropriated are generally small. In fiscal year 1985, state 
appropriations accounted for less than 1 percent of funds received from 
all sources. 



Federal Advances Federal advances to guarantee agencies were authorized in 3 years— 

1965, 1968, and 1976. The advances authorized in 1965 and 1968, under 
section 422(a) of the Higher Education Act, were to help establish guar- 
antee agencies and strengthen their reserve funds against claims for 
defaulted loans. The 1976 advances authorized under section 422(c) of 
the act were to be used only for the payment of lender claims. 

The advances amount to interest-free loans. The Department of Educa- 
tion can recall the section 422(a) advances whenever it determines they 
are no longer necessary to maintain an adequate reserve fund. The sec- 
tion 422(c) advances are to be returned only when the amount exceeds 
20 percent of the agency's outstanding insurance obligation. 

Most advances have not been repaid. In April 1986, $17.2 million of the 
$23.9 million advanced under section 422(a) and $ 138.7 million of the 
$165.8 million advanced under section 422(c) were outstanding. Thus, 
$155.9 million (82.2 percent) in total federal advances were still 
outstanding. 



Administrative Cost aca is an amount the Department of Education pays the guarantee agen- 

Allowance cies to assist them in covering overall administrative expenses. The 

costs covered by aca. include those for (1) promoting lender participa- 
tion, (2) collecting defaulted loans, (3) providing preclaims assistance to 
prevent loans from going into default, (4) monitoring student enrollment 
and repayment status, and (5) other activities related to the agencies' 
loan insurance program. 

ACk is closely linked to amounts retained from collections on defaulted 
loans (see pp. 44 and 45). The guarantee agency is entitled to retain a 
portion of its collections to cover the costo generally associated with its 
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collection efforts. Any nonreimbursed collection costs are added with 
other administrative costs to determine ACA-allowable costs. The agency 
is entitled to bill the Department of Education for aca in an amount 
equal to the lowest of either (1) ACA-allowable costs or (2) 1 percent of 
the amount guaranteed during the fiscal year. The 1-percent aca limit is 
subdivided into a primary aca and a secondary aca (each 0.5 percent). 
The primary aca reimburses the agencies for their qualifying adminis- 
trative costs. To be eligible for reimbursement for the secondary aca, the 
agencies agree to make loans to nonresident students attending school 
within the state. All agencies receive the primary aca, and all except six 
currently receive the secondary aca, according to a Department official. 



Insurance Premiums Most guarantee agencies collect an insurance premium from partici- 

pating lenders on each new loan, The premium is normally a one-time 
charge discounted from the loan, collected by the lender, and paid to the 
guarantee agency. Each agency sets its own insurance premium, which 
may not exceed 1 percent per year of the unpaid principal balance of the 
loan. Most agencies charge from 0.5 to 1 percent per year for the 
number of years the student has left in school plus a grace period. In the 
case of a first-year student, this could equate to a premium of 2.5 to 5 
percent of the loan. 

The rate actually charged varies among agencies. Some agencies charge 
the maximum, while others charge less. An agency may charge no insur- 
ance premium at all. 

According to Department of Education's regulations, an agency may use 
insurance premiums to make any payments necessary for the proper 
administration of its program. The only restriction is that the premium 
may not be used to provide lenders with a greater yield or to make 
incentive payments to lenders. 



Reinsurance Federal reinsurance payments are those payments by the Department of 

Education to reimburse the guarantee agencies for claims paid to 
lenders. From 1968 until 1976, this reinsurance was limited to 80 per- 
cent of the losses agencies incurred. Since 1976, the guarantee agencies 
have been able to receive up to 100-percent reinsurance. 

To qualify for 100-percent reinsurance, an agency's claims in the cur- 
rent year must be less than 5 percent of the principal amount of loans 
outstanding at the close of the previous year. If the amount paid by the 
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Department exceeds 5 percent, the reinsurance rate drops to 90 percent 
for the remainder of the fiscal year. If the amount paid exceeds 9 per- 
cent, the reinsurance rate drops to 80 percent for the rest of that year. 
The rate reverts to 100 percent the following year and would continue 
at this rate until the 5- or 9-percent "trigger" is again reached. 

Another requirement for an agency to receive 100-percent reinsurance is 
that it must be willing to guarantee loans to residents attending out-of- 
state schools. Otherwise the reinsurance rate is 80 percent. 

While reinsurance is a source of funds (and by far the largest) for an 
agency, it is technically a reimbursement. Reinsurance is not received 
until after a claim is paid and can never exceed the amount of the claim. 



Collections Although the Department of Education reimburses the guarantee agency 

for each defaulted loan on which a claim has been paid, the agency 
retains the loan and attempts to collect from the borrower. This may be 
done through "in-house" collection efforts or through a collection 
agency. 

In general, the law permits the guarantee agency to retain up to 30 per- 
cent of the amounts collected, with the remainder returned to the 
Department, The 30 percent can be claimed only to the extent that it 
offsets administrative costs of collections and proclaims assistance. 
Since these costs are also among those covered by aca, the 30 percent of 
collections and the aca combined cannot exceed total costs for collec- 
tions and administration. 

In addition to the 30 percent of collections retained, an agency is per- 
mitted to retain collections on each loan to recover amounts not rein- 
sured. For example, an agency that received 80-percent reinsurance on a 
loan could retain 20 percent of collections on the loan in addition to the 
amounts retained to cover collection costs. Thus, the portion of collec- 
tions actually retained is often greater than 30 percent. 



Investments Investment earnings are those revenues earned by investing inactive 

funds. The program regulations require that the agencies invest in "low- 
risk securities" and exercise "judgment and care" in making invest- 
ments. Investment revenues are unrestricted; thus, they can be used for 
any program purpose. In fiscal year 1985, all agencies reported invest- 
ment income. 
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Other Sources 


Some agencies receive funds from private contributors, corporations, 


and even state loans. These are rare, accounting for less than 1 percent 




of revenues in fiscal year 1985. 


Uses 



Claims Paid The largest single expenditure of a guarantee agency is for claims paid 

to lenders. Under the guarantee provisions, the agency reimburses the 
lender when a borrower fails to repay due to default, bankruptcy, death, 
or disability. These claims are to be paid only when the lender proves it 
has exercised "due diligence" in making, servicing, and attempting to 
collect the loan. As noted earlier, reinsurance is a reimbursement for 
claims paid. 



Operating Expenses Operating expenses are the costs associated with carrying out the var- 

ious functions of the guarantee agency. Examples are salaries, travel, 
fringe benefits, computer costs, rent, lender promotion, proclaims assis- 
tance, collection costs, litigation, and consultants. The costs vary from 
agency to agency depending on the type and degree of services pro- 
vided. The operating expenses include costs that can be reimbursed 
through aca and the portion of collections retained. Any excess costs 
must be met by other sources of revenues, such as insurance premiums. 



Collections Remitted As noted above, the guarantee agency is responsible for collecting any 

loan on which it has paid a default claim. A portion of any collections is 
returned to the Department of Education as the "Secretary's equitable 
share," based on the formula established by the law. 

The guarantee agency is to remit the equitable share, which according to 
the Department averages about 65 percent of all collections, within 60 
days of its receipt of collections. The agency must be able to provide 
detailed records concerning the computation of the equitable share. 



Other Uses addition to the above items, guarantee agencies occasionally report 

"other" uses of funds, such as repayment of federal advances, repay- 
ment of state loans, or transfers into other state accounts. 
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Cumulative Sources and Uses of Funds for 
Each Guarantee Agency as of 
September 30, 1985 



StfltA 

WMIV 


T*i* 1 ■— — * — — 

10181 lo urcoi 


Total uses 


EXCSSS 

sources 
over uses 


Net 

adjustments* 


Adjusted funds 
available 


Alabama 
niauai i ici 


ft 14 071 CftC 

& 14,0n,00o 


$ 1 1 ,054,429 


$3,017,177 


$2,070,877 


$5,088,054 


Alaska 


1 1 CO Q 1 C 
1,109,010 


913,450 


256,365 


27,111 


283,476 


Amariran Samoa 


0 00 oco 
££0,y0£ 


63,990 


159,972 


8,501 


168,473 


Arizona 


A A COl 77fi 

44,001 ,f to 


jIA 7 AA nnc 

43,799,395 


702,381 


8,562,685 


9,265,066 


Arkansas 


17 OAfi 000 
1 / ,000,££0 


10,325,715 


7,062,508 


-85,388 


6,977,120 


California 

VI 1 not 


0P.1 QA4 AOfi 

ooi,yo4,0c0 


0>IO C AC 1CO 

343,595, 162 


18,389,664 


33,395,944 


51,785,608 


Colorado 


4ft 1 70 000 


02,734,812 


13,438,520 


3,776,953 


17.215,473 


Connecticut 

wwi II lew 11 wU I 


1 AO 440 QAQ 

i oy,44y ,yoy 


181,561,179 


7,888,810 


4,455,126 


12,343,936 


Dalawara 


1 1 0OC O0C 

1 1 ,ouo,uoo 


7,312,955 


3,992,080 


518,948 


4,511,028 


District of Cnlnmhia 


A A A01 Ofio 
40,001 ,£0O 


36,644,829 


9,956,439 


2,011,013 


11.967,452 


Florida 

1 Iwl IV-J CI 


70 AAA 7O0 
f 0,444/00 


60,995,745 


9,448,958 


8,471,309 


17,920,267 


f^aornia 

UOUI ^lu 


77 004 CQC 


CO 4 T A 

63,179,730 


14,124,966 


1,831,116 


15,956.082 


Guam 


£O£,£0O 


84,185 


178,073 


21,245 


199,318 


Hawaii 

i lawan 


Q AQ7 A 1 Q 

y,oy/\oiy 


7,149,803 


2,548,016 


757,256 


3,305,272 


Idaho 


I 1 OCQ COC 

I I ,uoy ,oob 


9,877,934 


1,181,602 


555,143 


1,736,745 


Illinois 

Mill IUI3 


OAft 470 0AC 


262,285,053 


24,185,333 


10,564,005 


34,749,338 


Indiana 

ii iuicu ia 


OQ 70C OAO 
Oy/ 00,900 


26,869,278 


12,867,705 


3,113,593 


15,981.298 


Iowa 


CO 7C0 COC 

00,/ 0£,000 


30,576,036 


20,176,470 


3,187,183 


23,363,653 


Kan<ta^ 
i\ai oqo 


AO 7C0 Q7C 

oo,/0c,y/o 


67,362,81 1 


13,400,164 


2,738,978 


16,139,142 


Kfinturkv 

1 >OI 1 lUwrNj 


09 A01 CIA 1 
0c,001 ,041 


21 ,81 1 ,035 


10,990,606 


-3,167,828 


7,822,778 


Louisiana 


04 AQQ 771 
04,*W0,f f 1 


31,514,392 


2,974,379 


1,109,970 


4,084,349 


Mains 


01 £41 G7Q 
0 1,041, Of 0 


25,128,528 


6,513,150 


1,827,546 


8,340,696 


Marvland 

■viai y iai iu 


1 0O 9C7 CQC 
100,£0r ,000 


83,199,412 


17,058,173 


10,159,698 


27,217,871 


Maqqachi i^ette 


004 QCC COO 


OA 4 C7ft AAA 

201 ,679,200 


33,277,339 


8,148,633 


41,425,972 


Michioan 

■viiwi iiuai i 


177 01 1 £91 
I f f ,01 l,0tl 


143,926,147 


33,385,474 


6,427,939 


39,813,413 


Minnesota 


1 A3 coo ono 
IOO,0£0,rO£ 


4 Jl A AT 4 AA jI 

142,971,004 


40,552,198 


11.043,785 


51,595,983 


MifiQiQQinni 

IVHOOIOOI^^/I 


Q P.01 COO 
O,0£l ,0^0 


6,658,784 


1,962,844 


991,700 


2,954,544 


Missouri 


61,649,441 


41,340,466 


20 308 975 


0,003, I O I 


OA OA A lOfi 


Montana 


",391,125 


4,597,280 


2,793,845 


936,731 


3,730,576 


Nebraska 


42,979,t* 


32,608,794 


10,370,844 


1,057,080 


11,427,924 


Nevada 


9,944,508 


8,485,719 


1,458,789 


308,389 


1,767,178 


New Hampshire 


20,790,742 


16,284,712 


4,506,030 


645,173 


5,151,203 


New Jersey 


313,349,586 


289,106,099 


24,243,487 


13,415,480 


37,658,967 


New Mexico 


7,720,241 


5,610,690 


2,109,551 


732,926 


2,842,477 


New York 


1,077,993,306 


991,951,551 


86,041,755 


43,679,538 


129,721,293 


North Carolina 


37,236,803 


21,510,227 


15,726,576 


965,133 


16,691,709 


North Dakota 


8,699,446 


4,032,623 


4,666,823 


533,824 


5,200,647 


Northern Marianas 


205,180 


42,277 


162,903 


7,040 


169,943 


Ohio 


134,398,725 


84,698,733 


49,699,992 


5,113,116 


54,813,108 
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Bach Guarantee Agency as of 
September 80, 1986 



State 


Total sources 


Total uses 


Excess 
•ourcva 
over uses 


Hmi 

adjustments* 


A rf Iti atari fun rift 

available 


Oklahoma 


$ 32,874,077 


$ 26,288,348 


$ 6,585,729 


$485,191 


$ 7,070,920 


Oregon 


43,731,602 


35,626,254 


8,105,348 


1,178,592 


9,283,940 


Pennsylvania 


667,848,519 


596,311,256 


71,537,263 


14,250,314 


85,787,577 


Puerto Rico 


5,650,557 


2,744,445 


2,906,112 


1,092,537 


3,998,649 


Rhode Island 


39,511,165 


30,971,827 


8,539,338 


1,089,896 


9,629,234 


South Carolina 


4,552,569 


1,510,917 


3,041,652 


262,281 


3,303,933 


South Dakota 


24,958,938 


16,470,030 


8,488,908 


1,259,517 


9,748,425 


Tennessee 


33,185,360 


23,569,798 


9,615,562 


899,287 


10,514,849 


Texas 


61,025,454 


46,852,850 


14,172,604 


4,602,159 


18,774,763 


Trust Territories. 


1,078,923 


1,000,093 


78,830 


185,423 


264,253 


United Student Aid Funds 


97,051,568 


95,466,894 


1,584,674 


7,167,908 


8,752,582 


Utah 


31,122,784 


23,276,567 


7,846,217 


168,664 


8,014,881 


Vermont 


14,956,049 


13,038,285 


1,917,764 


464,965 


2,382,729 


Virgin Islands 6 


• 


• 


• 


• 


• 


Virginia 


89,594,662 


59,017,019 


30,577,643 


2,911,381 


33,489,024 


Washington 


36,384,506 


32,316,574 


4,067,932 


6,842,426 


10,910,358 


West Virginia 


23,910,678 


19,130,997 


4,779,681 


1,694,078 


6,473,759 


Wisconsin 


182,558,829 


158,202,981 


24,355,848 


6,075,843 


30,431,691 


Wyoming 


4,205,096 


3,189,453 


1,015,643 


171,977 


1,187,620 


Total 


$5,279,524,436 


$4,538,528,752 


$740,995,684 


$244,655,081 


$985,650,746 



■Reinsurance payments and ACA due from the Department of Education less portion of collections due 
to the Department. 



b Data for Virgin Islands not available. 
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Consolidated Schedule of Sources and Uses of 
Funds for All Guarantee Agencies for Federal 
Fiscal Year 1985" 



Dollars in thousands 


Amounts 


Sources: 


Insurance premiums received 


$145,119 


State appropriations received 


1,662 


Federal advances received 


18,348 


Federal reinsurance payments received 


906,873 


ACA received 


48,401 


Collections on claims paid 


179,321 


Investment earnings received 


78,232 


Other nonfederal sources 


5,517 


Total sources 


1,383,473" 


Uses: 


Claims paid 


1,002,445 


Operating expenses paid 


168,981 


Lender fees paid 


7,224 


Portion of collections remitted to the Department 


118,664 


Other uses 


33,810 


Total uses 


1,331,125" 


Excess of sources over uses 


$52,348" 


•Excludes Virgin Islands, for which fiscal year 1985 data were not available. 




^otal may vary due to rounding. 




Source: Guarantee agency quarterly reports as of September 30, 1985. 
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Comparison of Federal Advances Outstanding 
With Reserves for Each Guarantee Agency as 
of April 1986 



Dollars in thousands 



Federal advances 



Agency 


Cash 
reserves" 


Total 
reserves 1 


Amount 


Percent 
of cash 


Percent 
of total 


Alabama 


$3,017 


$5,088 


$1,555 


51.54 


30.56 


Alaska 


256 


283 


85 


33.20 


30.04 


Americ n Samoa 


160 


168 


150 


93.75 


89.29 


Arizona 


702 


9,265 


3,214 


457.83 


34.69 


Arkansas 


7,063 


6,977 


279 


3.95 


4.00 


Californ : h 


18,390 


51,786 


55,671 


302.72 


107.50 


Colorado 


13,439 


17,215 


5,601 


41.68 


32.54 


Connecticut 


7,889 


12,344 


3,913 


49.60 


31.70 


Delaware 


3,992 


4,511 


417 


10.45 


9.24 


District of Columbia 6 


9,956 


11,967 


87 


0.87 


0.73 


Florida 


9,449 


17,920 


1,494 


15.81 


8.34 


Georgia 


14,125 


15,956 


2,148 


15.21 


13.46 


Guam 


178 


199 


150 


84.27 


75.38 


Hawaii 


2,548 


3,305 


1,061 


41.64 


32.10 


Idaho 


1,182 


1,737 


335 


28.34 


19.29 


Illinois 


24,185 


34,749 


4,052 


16.75 


11.66 


Indiana 


12,868 


15,981 


2,129 


16.54 


13.32 


Iowa 


20,176 


23,364 


1,310 


6.49 


5.61 


Kansas 


13,400 


16,139 


223 


1.66 


1.38 


Kentucky 


10,991 


7,823 


1,729 


15.73 


22.10 


Louisiana 


2,974 


4,084 


1,072 


36.05 


26.25 


Maine 


6,513 


8,341 


619 


9.50 


7.42 


Maryland 


17,058 


27,218 


1,034 


6.06 


3.80 


Massachusetts 


33,277 


41,426 


0 


• 


• 


Michigan 


33,385 


39,813 


4,080 


12.22 


10.25 


Minnesota 


40,552 


51,596 


339 


0.84 


0.66 


Mississippi 


1,963 


2,955 


548 


27.92 


18.54 


Missouri 


20,309 


24,244 


6,448 


31.75 


26.60 


Montana 


2,794 


3,731 


819 


29.31 


21.95 


Nebraska 


10,371 


11,428 


139 


1.34 


1.22 


Nevada 


1,459 


1,767 


285 


19.53 


16.13 


New Hampshire 


4,506 


5,151 


397 


8.81 


7.71 


New Jersey 


24,243 


37,659 


0 


• 


• 


New Mexico 


2,110 


2,842 


363 


17.20 


12.77 


New York 


86,042 


129,721 


10,300 


11.97 


7.94 


North Carolina 


15,727 


16,692 


1,016 


6.46 


6.09 


North Dakota 


4,667 


5,201 


235 


5.04 


4.52 


Northern Marianas 


163 


170 


150 


92.02 


88.24 
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Comparison of Federal Advances 
Outstanding With Reserves for Each 
Guarantee Agency as of April 1986 



Federal advance! 



Agency 


Cash 
reserves 9 


Total 
reserves* 


Amount 


Percent 
of cash 


Percent 
of total 


Ohio 


$49,700 


$54,813 


$2,964 


5.96 


5.41 


Oklahoma 


6,586 


7,071 


689 


10.46 


9.74 


Oregon 


8,105 


9,284 


0 


• 


• 


Pennsylvania 


71,537 


85,788 


13,934 


19.48 


16.24 


Puerto Rico 


2,906 


3,999 


699 


24.05 


17.48 


Rhode Island 


8,539 


9,629 


0 


• 


• 


South Carolina 


3,042 


3,304 


747 


24.56 


22.61 


South Dakota 


8,489 


9,748 


2,422 


28.53 


24.85 


Tennessee 


9,616 


10,515 


1,403 


14.59 


13.34 


Texas 


14,173 


18,775 


6,437 


45.42 


34.28 


Trust Territories 


79 


264 


150 


189.87 


56.82 


United Student Aid 
Funds 


1,585 


8,753 


0 


• 


• 


Utah 


7,846 


8,015 


1,401 


17.86 


17.48 


Vermont 


1,918 


2,383 


574 


29.93 


24.09 


Virgin Islands* 


• 


• 


288 


• 


• 


Virginia 


30,578 


33,489 


168 


0.55 


0.50 


Washington 


4,068 


10,910 


6,042 


148.53 


55.38 


West Virginia 


4,780 


6,474 


191 


4.00 


2.95 


Wisconsin 


24,356 


30,432 


4,208 


17.28 


13.83 


Wyoming 


1,016 


1,188 


85 


8.37 


7.15 


Total 


$740,996* 


$985,651* 


$155,851* 


21.03 


15.81 



•Reserves as of the end of fiscal year 1985. 



■'The comparison between revenues and advances for California is not representative. The advances 
include $41 .3 million paid by the Department during fiscal year 1985. The state did not receive the funds 
by the end of the fiscal year, however, and did not report them in its reserves as of September 30, 1985. 

^Advances are held by former agency no longer insuring new loans. The current agency is the Higher 
Education Assistance Foundation. 

Statistics for Virgin Islands not available. 

•Totals may vary d ue to rounding. 

Source: Guarantee agency quarterly reports for September 30, 1985; Guaranteed Student Loan Pro- 
gram advance funds report as of April 16, 1986. 
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Advance Comments From the Department 
of Education 




UNITED STATES DEPARTMENT OF EDUCATION 
OFFICE OF THE ASSISTANT SECRETARY FOR POSTSECONDARY EDUCATION 



MAY 1 9 1986 



Mr. Richard L. Fogel 
Director 

Human Resources Division 

U.S. General Accounting Office 

Washington, D.C. 20548 

Dear Mr. Fogel: 

The Secretary has asked that I respond to your request for our comments on 
your draft report entitled, "Student Loans: Better Criteria Needed for 
Financing Guarantee Agencies", dated April 1986. 

The enclosed comments represent the tentative position of the Department and 
are subject to reevaluation when the final version of this report is 
received. 

We appreciate the opportunity *:o comment on this draft report before its 
publication. 



Sincerely, 




Enclosure 



400 MARYLAND AVE.. S.W. WASHINGTON. D.C. 20202 
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of Education 



OVERVIEW 



DEPARTMENT OF EDUCATION'S RESPONSE TO GAO DRAFT AUDIT 
REPORT ENTITLED "STUDENT LOANS: BETTER CRITERIA NEEDED 
FOR FINANCING GUARANTEE AGENCIES", DATED April 18, 1986 



We have completed our review of the draft audit report and concur with the 
reconmendations of the GAO. A more detailed and concise response follows each 
GAO recommendation below: 

GAO Recommendation *1 

We recommend that the Congress amend the Higher Education Act to require the 
Secretary of Education to: 

• establish, in consultation with the guarantee agencies, criteria for the 
appropriate levels of reserves guarantee agencies should retain, based 
on the financial risks they face; and 

• recall federal advances from the guarantee agencies beyond the amounts 
needed to maintain reserves at the established levels. 

COMMENTS 



The Department generally concurs with the findings and intent of the 
recommendations in this report. However, the final determination of criteria 
for assessing appropriate levels of reserves probably should await the outcome 
of the many proposed changes to the program which are currently pending in 
Congress, and which will affect the financial risks faced by the Guarantee 
agencies. 



Furthermore, the Consolidated Omnibus Budget Reconciliation Act of 1985, 
enacted April 7, 1986 (Public Law 99-272) f requires the Secretary to recover 
$75 million in Federal advances during fiscal year 1988 based on consideration 
of agency solvency and maturity, as determined by the Comptroller General, as 
well as other factors. The Department believes that the Comptroller General, 
with Department assistance, should begin immediately to develop a framework for 
assessing guarantee agency solvency and maturity in response to the current 
legislative authority. 

However, in recognition of the difficulty in establishing specific criteria 
which can be applied equitably to the widely divergent operations of the 
guarantee agencies, and since the States and territories should assume partial 
financial responsibility for financing the administration of the GSL program, 
the Department's fiscal year 1987 budget proposes to require guarantee agencies 
to repay all outstanding advances in fiscal year 1987. The Department believes 
that an immediate recall of all outstanding advances represents the most appro- 
priate means to address the unnecessary retention of Federal funds bv the 
guarantee agencies. J 
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GAP gecttgnendation #2 

We also recommend that the Congress amend the Higher Education Act to restrict 
the growth of future agency reserves beyond the established levels. In this 
regard, Congress should consider adjustments to one or more of the financing 
provisions for guarantee agencies. Options for consideration include: 

• reducing ACA reimbursements , reinsurance , or the percentage of 
collections guarantee agencies may retain, if the preference is to 
reduce federal expenditures; or 

• reducing insurance premiums charged by agencies if the preference is to 
reduce student costs; or 

• some combination of these which would allow both mechanisms to be used. 



We agree with the recommendation. It should be noted that the Administration's 
proposal for reauthorizing the Higher Education Act includes a number of provi- 
sions affecting guarantee agency financing, including elimination of ACA 
payments and changing the reimbursement rate for reinsurance payments from the 
current 100-90-80 percent to the 90-80-70 percent, depending upon each agency's 
default claims and collections experience. 

GAP Recommendation #3 

We recommend that the Secretary of Education promptly finalize its proposed 
regulations to require that all funds received as a result of the guarantee 
agency's loan insurance program, be used only in support of the program. 



The Department will publish final regulations covering this issue in the near 
future. 

ADDITIONAL COMMENTS 

We also wish to point out that the GAO draft report nekes no mention of the 
report issued by the Office of Inspector General on July 20, 1982, entitled, 
"Guarantee Agencies' Reserves - Federal Advan is No Longer Needed". The OIG 
concluded then that large reserves were no longer needed because the Federal 
government provides adequate funding to guarantee agencies to pay their 
operating and default costs* That report recommended that the Assistant 
Secretary for Postsecondary Education: (1) initiate action to recover the pre 
1976 Federal advances, plus interest earned, from the guarantee agencies; (2) 
propose legislation that will allow the Department to recover the 1976 
advances, plus interest earned, from such agencies; and (3) provide for a 
letter of credit mechanism to strengthen guarantee agency reserves when such a 
need is demonstrated. 



OOtMENTS 



COMMENTS 
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Wb believe that the GAO report should state that their conclusions and recom- 
mendations are similar to those expressed by the Office of Inspector General in 
the 1982 audit report. 



PatfeM 
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